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Welcome from the Editor

Dear readers,

Welcome to the sixth volume of the Norwic
Economic Paperg and the last volume from the
current editorial board. In this edition topic
include the costs, benefits and discriminationob
related training, and an analysis of the effects
CEO fame and fortune on company performan
to name a few.

Over the course of the past three volumes, the N
have continued its tradition of publishing the be
essays received in the annual EconosniEssay
Competition, and have showcased some of f
exceptional academic writing produced by studel
in the department. We have also extended tl
journal to include CEI lecture reviews and bc
reviews submitted by students, as well as care
advice andorofiles of recent economics graduates

We hope that you have enjoyed reading the N
this year, and that it has been a useful tc
throughout your studies at the UEA. Next yeal
new editorial board will be selected, so watch ¢
for the email next semser if you would like to be
an integral part of such a worthwhile journal.

Finally, good luck with your exam results, and en
the summer break!

Stephan Schmitt.

Editor.



Job Related Training Costs, Benefits and Discrimination
EC@BA15 Labour Economics

BENTON KNIGHT

1. INTRODUCTION

The purpose othis study is to understand the costs to firms of training schemes, and possibilities of
discrimination when deciding who is offered training. In the first part of this study, | look at the
importance of training, and study the costs and benefits assottiatith it. Particular attention is

paid to the equilibrium where the costs of offering training equal the gains. An important paper by
Becker (1962) has stimulated my research upon this topic, and | later build upon one of his models to
calculate the condiions of the aforementioned equilibrium. The later part of my study investigates

the possibilities of discrimination, and the strategies that can be implemented to prevent it.

The completion of some level of schooling is merely the beginning of thertgapriocess for an
individual. Upon leaving the education system, workers enhance their human capital stock through
job related training. This can be through official training programmes, or more casual forms such as
shadowing another employee or d@he-job training (OJT). Training can be very costly, with costs
including training resources, instructors, and lost output. Therefore employers may be selective as to
who receives training. When it is considered that at least half of our human capital is acojitieel

job (formal and informal), it is imperative that discrimination is not involved in the decision making
process. This is important due to the recognised positive correlation between human capital and

wages.

* 3 Yea, BSc Economics
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Training is incredibly important for firms, and is vital to ensure that employees are on top of their
economic, technological and social environment. Training is necessary to increase the productivity of
workers, and can lead to greateffieiency for firms. It has been proven that there is a positive link
between training and labour productivity (Bartel 1991). Bartel showed that businesses operating
below their expected labour productivity levels were able to bring themselves up to tduptivity

levels of comparable businesses within a few years of implementing new training programmes. For
implementers that started at the same productivity level as competitors, some were able to realise
IrAya GKFG SEOSSRSR iifg&anndsodhave adSnilivedt effbichdd tha whblg” & @
G2N] F2NOS RdzS G2 GKS WalLhAtf20SNI STFSOGQ 065dzyt

transferred to other employees in the workforce.

Offering training to the workforce cannot only increase protivity to create a competitive
advantage for a business, but it can also be used as a recruitment tool. Workers are aware of the
benefits of receiving good training, and therefore use training prospects as a factor when deciding
which jobs to apply forA report by Ernst Young showed that in 2009, 41% of students finishing
University view the level of training as the most important factor in prospective'jdbg. following
jd20F GA 2y RSY?2y aMiDehaill'Skas hieda délugddivithyjob ¥pplidas in recent
months, receiving up to 1,500 CVs a day, including many from university graduates struggling to find
g2 NJ] RdzNAy 3 ?EirkgS areNsBIOS attéadt 2 gugetior workforce by investing in training

programmes.

So why do workers value irdang prospects so highly? Training is especially important for younger
workers who have a lower level of human capital. Workers are often willing to accept a lower wage
in exchange for training when younger, since they will reap the benefits of higherswaigr on in

life (Becker 1962). Training can provide them with new or improved skills, which equates to a higher
level of human capital. This allows trained individuals to apply for more demanding roles that

warrant higher wages.

¢ |

Mt LRMNEAWSPYIal YR RSOSE2LIYSYd WY2NB A YLEMAWSE GKIy §

Date accessed: 09/01/1Bttp://blog.youatwork.com/2011/12/29/trainingand-developmentmore-
important-than-employeebenefitsfor-graduates/

*Moore, M., Telegraphttp://www.telegraph.co.uk/education/universityeducation/5306317/McDonalds
plansto-offer-McPhDsgo-booststaff-training.html
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1. ECONOMETRADIALYSIS

Using data from the Labour Force Survey (LFS), | study the effect that job related training has on pay

in the short term. In my analysis | have controlled for other determinants of pay, which include
Gender, Age, and Industry. The main variabflinterest is(ed13wk) The definition of this variable

AdaY aw2o NBfFGSR GNIAYyAy3d 2N SRdzOF A2y Ay GKS
(grsswklY S| adzNBa GKS aDNR&aa ¢SS1fteée LI & Ay YIFAYy 2206 0
induded the variable(age2) which is the quadratic of age, necessary to capture the concave
relationship between age and pay. | also created some dummy variables to control for type of role

using Standard Occupational Codes 2010 (SOC2010). The base gib&piirn Ol aS A a da9f .
hOOdzL) GA2yaéeés GKAOK AyOfdzZRSa 200dz2d GAz2ya GKI G O

some form of physical effort e.g. cleaner.

TABLE I: REGRESSION RESULTS FOR GROSS WEEKLY PAY (£)

Gross Weekly Pay (£) t
(Constant) -496.424*** -14.012
(35.428)
Job related training in the last 3 18.760** 2.404
months (in work) (7.804)
Age 30.774*** 17.931
(1.716)
Age Squared -.343%** -17.112
(.020)
Gender 195.581 ¥** 25.434
(7.690)
Completed a Degree 124.506%*** 8.292
(15.015)
Managers, Directors and Senior 502.891*** 31.712
Officials (15.858)
Professional Occupations 383.016*** 28.594
(13.395)
Associate Professional and Technici 305.163*** 21.447
Occupations (14.479)

© Norwich Economic Papers
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Administrative and Secretarial 142.954*** 9.873
Occupations (14.479)

Skilled Trades Occupations 119.208*** 7.209
(16.536)

Caring, Leisure and Other Service 70.660*** 4.509
Occupations (15.672)

Sales and Customer Service 63.234*+* 4.004
Occupations (15.792)

Process, Plant and Machine 68.305*** 3.819
Operatives (17.885)

Notes: Standard errors are in parentheses. Stars denote the significance level of coefficients:

percent, ** 5 percent, * 10 percent. Full regression results are available in the appendix.

The results in Table | indicategpasitive relationship between Job Related Training and Wages. The
Training coefficient estimates that an individual that has received training within the last 3 months
gAtt SIENY 2y | @SNI IS mmydtc Y2NB LISNingis®hat GKI y
time frame (assuming ceteris paribus). This is significant at the 5% level. It must be noted that this
regression captures only the shagrm effect of receiving training. There are likely to be loagnm

increases in pay after training is sdeed; unfortunately the LFS does not capture the necessary data

for this analysis. The’Ralue is equal to 0.282. This suggests that 28.2% of the variations in Gross
Weekly Pay are explained by the variables in my model. This is a relatively VaudR suggesting

that other important determinants of pay have been omitted. Ethnicity was originally present in the
regression, however | omitted it from the model due to its lack of significance in this dataset. The

huge number of missing entries into theheicity variable may explain this.

TABLE I
DESCRIPTIVE STATISTICS FOR GROSS WEEKLY PAY (£)

N Minimum Maximum Mean Std. Deviation

Gross Weekly Pay (£) 11122 3 23076 455.22 425.535

Table Il displays some descriptive statistics for Gross Weekly Pay. Using the mean value, we can
evaluate that job related training within the past 3 months increases average pay by approximately

4.12%. Capturing just the sheerm effects demonstrates #h significance of job related training on

© Norwich Economic Papers
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pay, and therefore the importance that workers are not discriminated against when training is

offered.

3. TYPES OF TRAINING AND WHO PAYS

Training can be broadly categorised under two headings, general and sfBeifiker 1962). General
training once acquired will enhance productivity equally in any firm that the employee works in. It is
training of general skills such as typing, computer literacy, and presentation skills. These types of
skills are found frequengl in the labour market. Specific training is only beneficial whilst the
employee remains within the organisation where the training occurred. This is because skills learnt
are specific to the business. Examples include: training to use a bespoke piectwaires or
learning the authority structure of a particular organisation. After leaving the company, these skills
become redundant to the employee. In reality, training is often a mixture of these two types, with

some skills transferable within the sammelustry.

When observing who pays for training (employer or employee), there is often a distinction between
GKSasS Gg2 GeLlSao ! FGSNI O2YLX SGAy3a az2yYS F2N¥ 27
will have risen, not only in their current job, balso in any future job they were to take on. This
YSIkya GKS ¢g2NJSNRa YIFENJSdG ¢3S gAftt AyONBlIasS
have little incentive to pay to train an employee if they are likely to move employers to gain a higher
wage after the period of general training. So firms will only provide general training if they do not

have to pay for it. This is proven mathematically.

Consider a competitive firm that is engaging with an employee for two periods. Training oceurs on
the-job in the first period, and the employee receives no training in the second period but is more

productive now in possession of new skills. In the fiSthA 2 R G KS SYLX 28SSQa YI

'.|:

)

equal toMP, and earns awage equalt,® LYy GKS &ASO2yR LISNA2RX GKS S\

is equal toMP,, and is paid a wage of,. Values in period 2 are discounted at the rat&he cost of

training is egal toT. The following equation can be formed using the above values:

© Norwich Economic Papers 6
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©
©

(1)

LY LISNA2Z2R HX O2YLISGAG2NI FANYa gAftt 0SS gAttAy3d (7
in period 2. The marginal product in periodsZiqual wherever the worker is employed since all new

skills learned are fully transferable; and equdiB;:

(@)

Therefore equation (1) can be simplified to the following:

or

3)

CKA& YSIya GKIG tkeShirstSariog vallds ISnekEtham theit iardingd product,
since they are effectively paying for their own training. In a competitive environment, this is the only
way in which employees could receive general training. The graph below demonstrates how

employees incur a cost in the first period, and the reap benefits in the second period:

© Norwich Economic Papers
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FIGURE 3.1: WORKS PAY FOR GENERAL TRAINING
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Specific training however provides a different outcome. Once an employee leaves a firm, any specific
training that they have acquired cannot be transferred to a new role. Therefore, referring back to
the previous example, in period 2 if the employee wavddave the firm, their marginal productivity
will be equal to what it was back in period 1. This means that market \wagea competitor would
offer the employee, after training, would be equalhtP;.

o 00

(4)

The firm can pay for the specific ineng in the first period, provide the employee with a wage equal

to wy for both periods, and then receive the gains in the second period since:

®)

© Norwich Economic Papers 8
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However, this assumes that the employee does not quit in period 2. If the employee weqtetto
the firm will have lost the capital invested into training, and be unable to capitalise on the gains in
period 2. If the firm has to pay for the training, they may be reluctant to train employees due to this

risk.

Another option is for the employet pay for the training, and then achieve a higher wage in then
second period once the training is complete. Although this is what often occurs for general training,
it is less likely to happen for specific training. The employee accepts a low wagefirsttiperiod,

but in the knowledge they will receive a higher wage in the next period. But with specific training
being nontransferable, the employee would lose the higher wage if they were dismissed or moved
firms. This time the employee may be reluctamtinvest in training, at the risk of not recouping this

investment if they were fired.

So far, neither the employer nor employee would invest in specific training due to the risks involved.

This is detrimental for both parties since the firm makes nprowements to efficiency, and the

employee does not increase their earnings. However it is possible to achieve a situation where
training does occur. This is where the employer and employee each share some of the cost. If the
wage in period 2 is set betey (G KS YINJ SG 41 3S FyR (GKS SyYLX 2@
training, both parties are more likely to invest in education. The employer has no incentive to fire

the employee, since he/she is working for a wage lower than their marginal product. The employe

has no incentive to quit since they can only achieve a lower wage elsewhere. The inequality below

must be true for this to be possible:

(6)

© Norwich Economic Papers
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FIGURE 3.2:. FIRMS AND WORKERS SHARE THE COST OF SPECIFIC TRAININ

Wage/MP
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4. EQUILIBRIUM MODEL

The above theories have been made prominent by Gary Becker (Becker 1962). Since this study is
concerned with discrimination, | have built upon this model to make it more appropriate for my
analysis. When a firm is considering whether or not to train anleyge, they are concerned with

the number of years the employee will stay in the firm after receiving the training. The longer the
employee stays with the firm, the more time they have to recoup their investment. It is possible that
firms may statisticallgliscriminate against certain types of individuals if they believe some types are
more likely to remain in the company for a shorter period of time. | go into depth about these
different types of discrimination later on in this study. Groups | believe gwticularly face
discrimination are (young people, particularly young women, and the elderly). | have adapted the
model to cater for any number of periods. In this modetefers to the number of periods the
worker stays at the firm for, and 1 is the discount factor. The following inequality must be true

for the training to go ahead:

© Norwich Economic Papers
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(7)

The proof of this equation can be found in the appendix, along with screenshots of an excel program
that | have devied to accompany my project. The program is a live version of equation (7), and
enables employers to alter different variables to decided whether to go ahead with training. The
program can also calculates the number of years the employee needs to stathwifihm, or the

wage the firm needs to pay to break even. The live program is available upon request.

EXAMPLE I: THEORETICAL EXAMPLE OF ACCOUNTANCY GRADUATE SCHEME

The accountancy firm pays a graduate a salary of £25,000 whilst they are on the graduat
LINEINF YYSP ¢NIFAYyAy3d O2aida GKS FANY mMtpXZnnnX FyR
graduate is training, the firm is able to hire them out for a value equating to £45,000 per annum
(Marginal Product). The discount factor is 5% per y&he formula tells us that the firm needs the

employee to stay with the firm for 4.05 years in order to break even. So the firm could make the
graduate scheme a-$ear contract. Also, if the graduate were to leave the firm after 3 years, the

firm would needto charge the employee a fine of £17,950 in order to recoup costs. The firm would

need to pay a salary of £14,943.03 if they wished to recoup their costs within 3 years.

© Norwich Economic Papers 11
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FIGURE 4.1: GAINS AND COSTS OF TRAINING TO A FIRM OVER TIME
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5.DISCRIMINATION

The descriptive statistics in the appendix show that there is a negative relationship between age and
the likelihood of receiving job related training. This is also displayed in the graph below. Between the
ages of 25 and 54, the percentageworkers that have received job related training with the last 3

months is between 25 and 30%. However, beyond the age of 55, the percentage of workers

receiving training dramatically falls. There are a number of reasonable explanations for this.

© Norwich Economic Papers
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FIGURE 5.1: PERCENTAGE OF PEOPLE RECEIVING JOB RELATED TRAINING BY AGE GROUP
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Firstly, human capital increases with age meaning some workers may reach a point in their career
where they have acquired all of the training they need to do their jiiey may reach a stage at
which they are content with their career, and do not wish to progress any further. Alternatively

there may be no further progress possible if they are at the top of the hierarchy.

Secondly, it may be difficult to train the older generation inline with the rapid technological
transformations that have been introduced into the workplace. Also, older workers may be fixed in

their ways, with lifetime habits that are difficult to alte., 2 dz OF y QG G SIF OK 'y 2fR
study into the digital skills gap showed in 2004 there were significant differences in the performance

of different age groups in some digital literacy tasks. Young workers outperformed older workers by

a fair magin. However by 2009 the skills gap had virtually closed, with the older workers making a
marked improvement, whilst younger workers made only a marginal improventestie¢Alkalai &

Chajut 2010).This demonstrates that although younger workers may adapnéw technology

© Norwich Economic Papers 13
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quicker, older workers are capable of embracing changes also. Employers could take this into

consideration, since older workers may require longer training periods.

Thirdly, employers may be conscious that an older worker is nearing@megint. With this in mind

they may offer training to a younger worker over an older worker. Since the younger worker has a

longer period until retirement, they offer a greater time span in which to recoup the initial
investment in training. Providinganefm@®2 @ SNJ {y26a GKS SYLX 28SSQa RI (S
use equation (7) to calculate whether it is economically viable to train them. This could explain why

older workers feel discriminated against, and do not receive as much training as the younger
population. If employers statistically discriminate against older workers, making the assumption they

will retire at a particular age; workers who wish to continue working past this age may not be able to
receive training they require (even though it may beoeomically viable). This could limit the
opportunities offered to older workers, which is especially concerning now that many people are

forced to work past the retirement age due to depleted savings and small perisions.

Age discrimination against oldarorkers can have negative effects on productivity. Studies into the
perceived impacts of age discrimination showed older workers that felt discriminated against would
perform their basic job as required, but were less likely to be model employees (SnBpdn8an
2003). Although feeling less loyalty towards their employer, they feel tethered to their employer due
to their perceived disadvantages in the labour market. Some workers may escape discrimination
completely by seeking early retirement. Both of thesHects have a negative impact on the
economy due to the reduction in productivity, and therefore discrimination against older workers

should be avoided at all costs.

Younger workers can also feel discriminated against in the labour market. SylaRe aw SRY | y Q&
research suggests that young people are the group that feel most disadvantaged by age
discrimination, however they found that training was an area of lesser concern. Younger people
mainly face discrimination during the job application processoading to the research (Shape &
Redman 2003). We used to live in a society where a job was for life, but in recent times it far more

common that people switch jobs frequently. One website suggests young people should switch jobs

*BBCNewsfal ye 22NJSNE /Fyy2id | F71RatRccessed teOH/NSE S | O dzl NR §:
http://www.bbc.co.uk/news/busines44370452

© Norwich Economic Papers
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every two years to builén adaptable skill set and make a more stable’liféith these attitudes, it
g2dzft R 0SS dzyRSNERUGI YRI0fS AF FTANNVA GAAKSR (2 LINEPI
ANNF GA2y Lt (2 Ay@Sad Ay 'y AYRAGARZ £ Qad GNF AYAY:

line.

The descriptive statisticsy’ (G KS | LILJSYRAE adz33dsSaida GKSNB AayQi |
people when considering training. Graduate training schemes and apprenticeships may explain this,

with most firms offering some form of training scheme. Graduates/apprenticaisies are often

employed at wage lower than their marginal productivity during the first few years of training. Once
gualified, there is often a substantial rise in salary. This is commonplace in many industries e.g.
medical, accountancy. The young workeipaying for part or all of their training by taking a salary

below their marginal product. If the individual is myopic, they may choose to earn more in the short

run by taking a higher starting salary, but in a job with little training or potential.

Yaung women may find it even trickier to receive job related training. Gender discrimination may
have a negative impact on prospects of training for women. The 1995 Survey of Employer Provided
Training showed that within a six month period, on average meeived 46 hours training whilst
women received 42.A gap still exists but it is suspected to have narrowed more recently. Policy
changes in maternity leave entittement can have an impact on the amount of training offered to
young women (Puhani & Sonderh®008). The study by Puhani and Sonderhof investigated the
effect of the 1992 extension in maternity leave in Germany from 18 to 36 months. They found
significant evidence to support the hypothesis that an extension to maternity leave entitlement will
caue employeroffered training to fall. It was also observed that young women attempted to
compensate for this by undertaking more training upon their own initiative. My case study supports

this evidence, and is provided in the appendix.

Employers mape reluctant to offer training to a worker who is likely to be absent from work for an
SEGSYRSR LISNA2RE $AGK y2 3Jdz&FNFryisSS 2F GKSANI N

* Penelope Truck BlagAdvise at the Intersection of Work and Lifea I { S f AFS Y2NB adGlof$S 64
OK I y,D4té a@ccessed: 11/01/1Bitp://blog.penelopetrunk.com/2007/02/25/makeyour-life-more-stable
by-changingiobsmore-frequently/

®Bureau of Labor Statistics, 1996M chcpp { dzNIBBS & 2 F 9 YLH P IISNE $ HEMKIRERG £ &I Ay
States Labobepartment, Date accessed: 12/01/1#tp://www.bls.gov/news.release/sept.nws.htm
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5SLINBOALGAZ2YQ 0aAyOSNI 9 hF¥S]1 MoyHUO Ydworketis G KS f &
absent from the labour market. Therefore gains to marginal productivity through training may be

lost if the employee temporarily withdraws themselves form the labour market. In the UK,
approximately 17% of women have no children throughoutrthiétimes. Employers may offer less

training to young women since they have a greater chance of temporarily withdrawing themselves

from the labour market. Since 17% of women never go on to have children (Portanti & Whitworth

2009), and thereforeare nd y G A Gf SR G2 YIFGSNyAGe ¢Sk @Ss @&2dz/3

can be unfairly disadvantaged by statistical discrimination.

6. POLICY

Policy can be used as a tool to prevent or reduce the effects of discrimination in the labour market.
In the UK tle New Deal is a set of programmes to aid groups of people in the labour market that are
suffering unemployment and other challenges. They offer advice and support for people in these
circumstances. The New Deal for Young People (NDYP) is the largest scltefoeuses on young
people that have been out of work for at least 6 months. They are offered chances to further
develop their skills through futime education and training, along with work experience through job
placements and subsidised employmé&tlew Deal 50+ aims to help older workers to overcome
barriers that may be restricting their ability to achieve employment. They may receive a working tax

credit for one year, along with a grant of up to £1500 towards work related trafhing.

Since employers often provide a lower wage to workers in order to pay ferejabed training, a
working tax credit can encourage older workers to enter the labour market once again. Older
workers may be forced to take a pay cut wherergering the job narket due to depreciation in

their human capital (Mincer & Ofek 1962). Grants and subsides can help towards training costs that

would otherwise prevent employers or employees investing in training. The New Deal along with

®Riley, R, & Young, G., 2000 S ¢ 5SFf F2NJ , 2dzy3 t S2LX SY LYLI AOFGAZ2YyaA
C A y I yNat®iaEInstitute of Economic and Social Research, Date accessed: 12/01/12,
http://www.niesr.ac.uk/pdf/140306_123853.pdf

"Direct Gova b $6 5 S| fJobperkers, Datrsiagcessed: 12/01/12,
http://webarchive.nationalarchives.gov.uk/+/www.direct.gov fek/Employment/Jobseekers/programmesan
dservices/DG_173728

© Norwich Economic Papers
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similar programmes are often ciised, since their methods of reducing unemployment are often

achieved at the expense of earnings and employment stability (Beaudry 2002).

A training tax is a Government method of tackling the problem of wnaestment in training.

Firms are forced to gy a fixed percentage of their wage bill on training. In France, firms with more
than 20 employees are forced pay a contribution of 1.6% of total wages and salaries as an
investment into vocational training programnfedn Australia, the Training Guaranté® a tax
scheme that forces enterprises with a payroll greater than $200,000, to spend 1.5% of their payroll
on training? Although this ensures that firms provide a certain level of training, particular groups
may still face forms of discrimination. Thisy also cause a fall in the wages offered, due to firms

passing the cost of training onto their employees.

7. CONCLUSION

My study has successful found evidence of a positive relationship between training and earnings,

and therefore emphasised thenportance of removing discrimination from training decisions. My
descriptive statistics imply that there may be age discrimination when training is concerned, but |

was unable to conduct the appropriate analysis to prove with evidence. | suggest aofdutare

study could be based around a Logit Loglinear analysis, with training as the dependent variable. This

is necessary since training is a dummy variable. The case study has stimulated my interest in
SYLX 28SS3aQ LISNOSA PSR aBerdischilifanoh. y sujges? & StudyList aNsimilad dzt | N.
atetsS G2 {ylLLS IyR wSRYlIyQa addzRe Ayd2 LISNOSAGS
training opportunities. This would provide an insight into a topic that is otherwise difficult to gather

data around, i.e. employers will not openly admit to discriminate, even if their reasons appear
justified. Finally, | have devised a model that calculates the equilibrium where gains to the firm equal

the costs from training. This enables firms to adequatelan training schemes, and understand

their economic viability. | hope this model can contribute to future studies into the costs and

benefits of training.

|PKFA CNI} vy OS ¢ | EDate dekeRsSd: 12/01i1h¢ =
http://www.pkfaudit.fr/docs/PKF%20Tax%20Guide%20France%202009.pdf
*Freeman, R.,1994,2 2 N] Ay 3 ! vy RS NRusselfSageoNdsiafidn wdzf S a ¢
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Should industrial development then be regulated by the
government, or follow a planned path, or be exposed to
foreign trade and investment so that the domestic
industries can learn from the industries of the developed

world?"
ECGBA09C Development Economics

ELIZABETH SCOTT

1. Introduction

Industrialisation can be defined as;

GThe process in which a society or country transforms itself from a primarily agricultural society

into one based on thenanufacturing of 3J22Ra YR 1 38SNBAO

The Industrial revolution in the ¥8and 19" century propelled the United Kingdom into
unprecedented growth, later extending throughout Western Europe and North AmeRcdert E.

Lucas, Jispeaking on the Industrial revolution said that,

* 3 year,BSc Business Finance and Economics

% Full Questionindustrial development is essential for growth; but it also creates problems like mass migration
to urban areas, emergence of informal sector and child labour. Should industrédpeent then be

regulated by the government, or follow a planned path, or be exposed to foreign trade and investment so that
the domestic industries can learn from the industries of the developed world? Choose two countries that have
pursued policiesotachieve industrialisation with or without foreign trade and investment, and in light of their
experiences discuss how far the objective of industrialisation can be met.

" hitp://www.investopedia.com/terms/i/industrialization.asp#ixzz1jthpZhkR
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"For the first time in history, the living standards of the masses of ordinary people have begun to

undergo sustained growth. Nothing remotely like this economic behavior has happened befére".

Since tken developing countries have looked to Industrialisation as the key to sustained economic

growth.

Globalisation, the process of worldwide integration and development has had a profound effect on
developing countries due to the increased integration betwekeveloped and developing countries
through trade, direct foreign investment via multinational corporations and portfolio investments.
Because of this developing countries are keen to Industrialise to compete on the world markets

which have become more e#ly accessible.

Developing countries have typically been exporters of agricultural (primary) products rather than
manufacturing products. The Prebissimger hypothesis argued that there would be a long term
decline in the terms of trade of primary prodscdue to the combination of price elasticity of
demand and low incomes. As a result income would continue to be transferred from poor to rich
countries, therefore developing countries should focus on exporting manufacturing products to

achieve long termm@wth.

2. The Pitfalls of Industrialisation

Since the 1960s many developing countries have adopted policies to encourage Industrialisation, as
it was seen as the best way to achieve high growth through trade with developed countries. For
many developing cauries this caused a decline in agriculture in favour of manufacturing. This
pattern of structural change from agriculture to manufacturing was outlined in the Lewis two sector
model which was a popular theory of development in the 1960s and 70s. It edithow surplus

labour from the agricultural sector gradually transfers to the industrial sector which creates high
growth and sustained development. Although this theory reflects historic experience of western
development it does not accurately describevd®ping countries today (although China is a

possibility).

However it is useful in identifying why industrialization causes mass migration to urban areas, as

agricultural labour is moving to urban areas to acquire jobs in the higher paid manurfgctur

2 Lucas, Robert E., Jr. (2002 ctures on Economic Growtbambridge: Harvard University Press. 1{(9¢10.
ISBND780674016019
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industry. An example of mass migration was in the 1990s in India where 20.5 million people moved

from rural to urban areas (Census of India 2601)

CKA& LINPOS&aa 2F YAINIGAZ2Y gl a ARSYGATFASR Ay ¢2]
migrate despite high urban unemployment. Mass migration to urban areas can be an issue for
developing countries as it increases urban unemployment and creates socioeconomic problems in

cities. It can also increase inequality as found in Iran where inequalitybenuareas tended to

increase with migration when migrants were from poorer areas (Mohtadi 1986).

Another issue that can be caused by Industrial development is the emergence of the informal sector.

This sector consists of,

GX{YlIff O2YLIS arXaiily Qs firmsy petly CefaiRtcatiefand services, labmtensive
YSGK2R&aX FTNBS SyiNRB YR YINLSE RSGSNXYAYSR FI OG2N

The problem with informal sectors is that self employed workers are generally unskilled and lack
formal education as a result of this wage rates are generally lower in the informal sector than the
formal sector. In Africa a wage penalty of 12% was identified for those working in the informal sector
(Badaoui et al 2008). Because the informal sector is unregulate#ensido not have protective
measures in place to ensure good working conditions or pension schemes. Due to the lower wages,
workers have to work longer hours to support their families, if the long hours are not sufficient then
child labour may occur in oed for families to afford to sustain their lifestyles. This is the subsistence
wage as identified by Basu Vann in his theory of child labour, that means that families have to send

their children to work rather than into education.

Child labour irdeveloping countries has become more profound with industrialization as there are
more opportunities for children to work in manufacturing factories. As business ethics have become

more prominent in western society, awareness of child labour in developingtries has been

13 hitp:/ww.iomindia.in/migration_in_india.html
“TodaroM P, SmithS 4 9 02y 2 YA O 5835t 2LIv¥Syi(é 9fSOSYiK 9RAGAZY HAI
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heightened. A good example of this was the campaign against firms such as Nike and Primark which
were believed to have factories in developing countries such as Malaysia and India that used child
labour. Child labour is highest in Asi@th an estimated 153 million child labourers followed by
Africa with 80 million (World Bank data)

Although economic growth is an important aim for developing countries it should not be the main
focus. A rise in GDP may not necessarily improve thatgudllife for inhabitants as it may mean

that inequalities have just increased between the rich and the poor. Growth may not bring about
improvements in healthcare and education. Human development needs to be focused on as well as
growth, for example immving education and healthcare, if developing countries are set to improve

the quality of life for their inhabitants.

3. Strateqgies of Industrialisation

The problems that can be caused by Industrialization could be reduced via government intervention.
There are three approaches the government can take in its role of running the economy to pursue
industrialization; a regulated economy (free market but with protectionist measures in place),

planned development and trade liberalisation.

Reqgulated

Wedern countries such as the UK and Spain are good examples of regulated economies. The
governments of Spain and the UK promote free trade via membership of the EU whereby member
countries in the European Union can trade with each other without tariffsamtermarriers. However

there are tariffs in place for countries outside of the EU. Tariffs and quotas are protectionist
measures put in place to reduce the number of imports and raise tax revenue for the Government.

Taxes on international trade can bringdabstantial revenue for developing countries for example

15 hitp://info.worldbank.org/etools/docs/library/237384/toolkitfr/pdf/facts.pdf
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Import Substitution

A developing country may seek an import substitution strategy to use policies that encourage self
reliance in the domestic development of technology. By doing this a country will erect tariff barriers

or quotas on imported goods and then set up local iridas to produce these goods and thereby
SyO02dzNy 3S af SINYyAy3a o6& R2AYy3IE AY Yl ydzFl OGdzNR y 3
O2dzy iNEQa NB&a2dzNDOS SyR246YSyiaod ¢KS o6SySTAalta 27 a
reap the rewards of greater aoestic industrial diversification and ultimately export more as the

positive externalities of learning by doing enable domestic prices to become more competitive in the

world market. However this strategy has been largely unsuccessful, many domesticrigglust

remain inefficient and costly to operate when protected by tariffs. Key import substituters such as
Mexico and Turkey made the decision to push towards trade liberalisation and away from import

substitution (Rodrik 1992).

Planned development

A planned development economy has a large government influence. The government attempts to
make decisions that in the long run will influence how the factors of production such as labour will
be allocated in different industries. By doing this the governhan control the quantity of goods

and services produced in each time period. Examples of countries that followed a planned approach
are China and the Soviet Union from the 1930s which had heavy state control of investment and
public ownership of indusial assets. There are different types of planning the government can
follow; a partial plan that covers only certain industries and a comprehensive plan that covers all of

the national economy. By following a planned approach the government can seeketatzll

16 http://www.nationmaster.com/graph/tax_tax _on_int tra_of retaxationtaxesinternationattrade-
revenue
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market failures such as externalities, differences between social and private valuations as well as
coordinating investment. They may also seek to protect their economies by using protectionist

methods.

However as noted in the Washington consensym/ernments may actually make things worse in
the economy. Experience of developing countries government policies have actually increased
differences between social and private valuations by policies implemented such as minimum wage

levels or tying waget® academic achievement that causes wage levels to rise above scarcity value.

Trade Liberalisation

The trade liberalisation approach promotes free trade without the use of tariffs or trade barriers or
heavy government intervention, an example being Hd€mng. By removing trade barriers and

tariffs,

G/ 2yadzySNAE 0S02YS o6SGGSNI 2FF 06S0OIdzaS GKSANI AyoO2®
efficiently because they are no longer used to produce goods that could be imported at a lower
LINKA OS ®¢ (F992)NJy 6 dza O K

The absence of trade barriers and tariffs encourages international trade, prior to 1947 many
countries such as the U.S emplaced high tariffs on international trade to reduce imports and in
retaliation to other countries tariffs. To prevent thiggative cycle the general agreement on tariffs

and trade was introduced in 1947 and later replaced by the World trade organisation in 1995 to

promote free trade’

Trade liberalisation also advocates for less government intervention as intervegparally fails to
correct market failures through the use of government policies. By reducing the role of the public
sector and encouraging the private sector a more productive allocation of investment can be

achieved.

YTodaro. M P, Smith-& 9 02y 2 YA O 5HBeadchth Bdithh 21 i 5566
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However that is not to say that publorganisations cannot be run efficiently, an example being the

Pohang steel company in South Korea that was highly efficient until its privatisation in®2000.

The free market approach was boosted in the 1980s and 90s by the Washington Consensus, a
devdopment policy that held the view that a controlling government was more likely to worsen
things than make them better and the view that poverty would be taken care of through growth and
development via free trade. This consensus however has limited appiig due to its failure to
mention points on factors such reducing inequality and shared growth. It also fails to apply to two of

the most successful countries to achieve economic development, South Korea and Taiwan.

Trade is an important stimulatorf@conomic growth and allows domestic industries the ability to
purchase raw materials without paying tariffs. A number of theories on trade help outline the

benefits of a free trade market. One of which is comparative advantage which can defined as,

a !situationin whicha country, individual, company or region can produce a good at a lower
2 LJLJ2 NI dzy A G & Oz2al 0Kl Yy 19

The principle of comparative advantage states that under competitive conditions a country will

specialize in the export of agduct that it can produce at the lowest relative cost.

However this theory can constrain industrial development because of the comparative advantage of

low income countries in the exporting of primary products.

alye avltf SN O2 degnieNskrénditie edpdadofipiirhayy @add lagricullusal products,
however the reliance on volatile primary products can lead to export dependence. This is an issue as
on average since 2002 the long term trend of prices for these products is dowfiwafthis is

further backed up by looking at the income elasticity and price elasticity of demand for primary

®TodaroM P, Smith. 19 02y 2 YA O 5HBeadchth Bditihh 21 fi 5528
19 http://www.investopedia.com/terms/c/comparativeadvantage.asp#ixzz1juKuytUI
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LINE RdzOG a> 020K 2F GKAOK IINB NBflIGA@GSte 260 Ly
products are high. This suggests that moving towards induistation and exporting more
manufacturing goods is the answer to sustained development and growth, despite primary products

comparative advantage.

Comparative advantage theory was extended in the factor endowment theory by Hecksher and

Ohlin.

They outlned that countries will trade with the commodity that makes use of the abundant factors
of production in the host country. For example a country with low wages and abundant labour
should focus on producing more labour intensive products such as agridytnarducts and more

capital abundant countries will have a cost advantage in producing manufacturing goods.

Critigues of traditional free trade

However there are a number of critiques in traditional free trade theory with regards to developing
countries Without government intervention the coexistence of inequality will continue to exist due

to the disproportionate distribution of benefits from economic growth. The success of South Korea

gl a tFNBSt@ IARSR o0& AlGa 32 JSNafdriBeyefor@ Successi® Y2 (G A 2

government intervention can be achieved to aid growth.

As argued by Porter in his Competitive Advantage of Nations, a qualitative difference between basic

and advanced factors of production exists.

aX ! bl A2y Q& defedds lniSthercapaddSof & andustry to innovate and upgrade.

[ 2YLIF yASa 3JFAY FTR@GEyaGlr3asS 3FAyaid 0KS $2NI RQa
OKIFfftSyaSaoéot 2NISNI mpnT O

Comparative advantage comes from physical factor endowment therefore onlyeappl simple

factors such as undeveloped physical resources and unskilled labour. Competitive advantage comes

from advanced inputs such as high skilled labour.
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Foreign Investment

A key stimulator of economic growth for developing countries igifpr investment. It can come in
two forms, private foreign direct investment which consists of overseas equity investments made by
multinational corporations or foreign portfolio investment for example stocks and bonds that are

invested in developing couriés credit and equity markets.

There are advantages and disadvantages to foreign investment. The major advantages of foreign
direct investment are that, the extra investment fills the gap between domestically available capital

and resources and what is needed for increased growth. Maliional corporations that locate in

developing countries also provide extra tax revenue for the government via taxes on profits and
LINE JARS 62N]J SNE 6AGK yS¢ aijAtfta FyR SyidNBLNBySdz
workers. MNCs bring witthem new technologies that can be transferred directly through licensing

or through joint venture. Countries such as Africa and Latin America have had success in

technological transfer.

However foreign investment and more notably the introduction of GANcan cause some
disadvantages. MNCs may stifle competition and cause crowding out of local investment firms. Due
to the accounting practice of transfer pricing MNCs can lower the taxes paid to the host
government. The goods that are often produced by MNie also inappropriate for the host
country as they are only demanded by the few, rich minority of the population. Also foreign direct
investment is not necessarily needed to gain technological transfer as shown by countries such as
Japan that learnt neechnologies through imitation and backward engineering. Finally due to their
size and power MNCs are able to influence the government in their favour that may be of detriment

to future development.

Despite these negatives foreign investment is an ingoar stimulus for economic development as

long as MNCs objectives and activities coincide with that of the host government.
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4. India Case Study

India is an example of a country that followed a planning approach in the 1950s to aid development.
After India gained independence in 1947, the government looked at the progress achieved by the
Soviet Union and sought to follow the same approach. This lead to the Indian economy being

characterized by heavy regulation, public ownership, protectionisthséow growth.

Planning served as a vital form of legitimization for the newly independent Indian state, which

inherited its laws, institutional apparatus, and practices from the British (Chatterjee 1989).

The Indian government regularly issued 5 yeageét plans for growth from the 1950s onward and is
currently on its eleventh five year plan.
Average Annual Gl'OWt]l_]E-{-:.]_T_(:S_(;i GDP and Major Sectors
1900/01- 1930/31 1951/52 - 1967/68 - 1981/82- 1991/92 -

1929/30 - 1966/67  1980/81  1990/91  2000/01
1946/47

(1 2 3) ) (5) (6)
Agriculture and Allied 0.5 0.2 1.8 33 3.5 2.7
Industry 0.9 1.2 6.3 4.1 7.1 5.7
Services 1.6 1.7 48 43 6.8 7.6
GDP 0.8 0.8 34 3.8 5.6 5.6
Per Capita GDP 0.4 -0.5 1.4 1.5 34 35

Source: Central Statistical Organisation (2001) and Sivasubramonian (2000)
Note:  The growth rates in Columns (1) and (2) actually refer to Primary. Secondary and Tertiary sectors,
which are close approximations to Agriculture. Industry and Services. respectively.

Table 1

¢CKS FANROG FTAGS &8SFNRa LIXFYyySR G NBSG 61 a HOM:
around 3.5%. By looking at figure one in theapdix and table 1, it can be seen that during British

colonial rule India experienced very slow growth at 1% a year, during the planning approach in the
MppnQa IANRPSGIK AYONBIFASR (2 odps odzi LISNI OF LIAGE =
g n rédwth accelerated to 5.6%. This indicates planning success in India. However the favourable
development planning in the 60s was hit by severe macroeconomic problems as seen in figure 1, to

some this was observed to be a crisis (Streeten and Lipton, 196&ddition growth was low

compared to other Asian countries including Taiwan and Singapore, during the same time period.
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India followed a strong import substitution strategy that failed to materialize competitive public

industries as they remained inefficient because of the protective measures that were in place.

During the 1990s major ptiberalisation reform was conduatiein a move towards a free market
SO2y2Yeé>x RdzS G2 I ONRaira Ay LYRAIFIQ&a olftlFyOS 27
GKS {20AS0 ! yAzys 2yS 2F LYRAFQAa o06A33Sad GNIRA

lowered causing the colfse of some public monopolies.

As a result of the reform India experienced high rates of growth peaking at 9.8% in 2007 as shown in

Figure 1.

21
http://www.google.co.uk/publicdata/explore?ds=d5bncppjof8f9 &met y=ny gdp mktp_kd zg&idim=country

:IND&dI=en&hl=en&q=india+gdp+growth#ctype=I&strail=false&bcs=d&nselm=h&met_y=ny gdp mktp kd_zg
&scde_y=lin&ind_y=false&rdim=country&idim=country:IND&ifdim=country&hl=en&dl=en
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Figure 2°

Figure 2 shows the increase in exports after thepra 0 SNI t A&l GA 2y NEEBHNY Ay

India underwent significant changes after the reforms. Many industries were privatised, import
restrictions were removed and foreign competition was allowed into India. Domestic industries had
to cut costs and improve efficiency to allow them tecbme more competitive on the world

markets.

Between 2004 and 2005 financial limitations were removed which allowed for a large inflow of
private foreign investment. During 2000 to 2010 India attracted $178 billion of*Fdwever

financial restrictions are still in place for sectors such as Insurance and retail.

Growth however has not been rapid enough to eliminate abject poverty (Byrd 1990). Planned
economies overlooked serious problems as they ignored inefficiency aedooked asymmetric

information as a result inequality and poverty increased in India.

22
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 |ndia FDI Fact sheetSeptember 201Q"Department of Industrial Policy & Promotion, Ministry oh@nerce
and Industry http://www.dipp.nic.in/fdi_statistics/india_fdi_index.htmRetrieved 201412-21.
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Figure 3*

Figure 3 shows the Human development index that illustrates the large gap between India and
fellow developing country China and to developed Coestrsuch as the UK and US in human
development. India has however managed to improve education with the implementation of policies

such as free lunches for children at school.

Lorenz Curves for education in India and South Kdrea

Figure 4

Nonethelesghere are still large discrepancies in the distribution of education in India as shown in

the Lorenz curves in Figure 4. Over half of the population in 1990 received no education at all. South

24

http://www.google.co.uk/publicdata/explore?ds=kthk374hkr6tr &hl=eti&en#ctype=I&strail=false&bcs=d&
nselm=h&met_y=indicator 103106&scale_y=lin&ind_y=false&rdim=country&idim=country:9203:22003:22103
:4103&ifdim=country&hl=en&dl=en

*® Source; The Quality of Growth. 2000 World bank
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